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5  Gleane  Street, 
Elmhurst,    L.I. 
Oct.    21,    1918. 
rail-  Franchise  League, 
Montreal,  Canada. 

GENTLEMEN:— 

I  have  been  requested  by  you  to  present  a  final  report  on  the  new  Mont- 
real Tramways  contract  with  respect  to  its  merits  and  shortcomings  from  the 
point  of  view  of  the  public  welfare. 

It  would  be  hard  to  overestimate  the  importance  of  the  work  of  the 
oiiginal  Tramways  Commission  in  the  preparation  of  this  contract.  The 
Commission  had  to  consider,  and,  so  far  as  Montreal  is  concerned,  to  give, 
answer  for  the  next  35  years,  to  two  fundamental  questions  vitally  affecting 
the  welfare  of  the  people  of  Montreal  and  the  financial  stability  of  the  Mont- 
real Tramways  Company.     These  questions  were : — 

Is  the  street  railway  function  in  a  great  city  public  or  private  business? 

Is  the  investment  in  a  street  railway  system  to  be  treated  as  speculative 
or  non-speculative? 

In  drafting  this  contract,  the  Tramways  Commission  occupied  a  position 
of  unusual  power  and  responsibility.  As  the  authorized  representative 
of  the  Provincial  Legislature,  it  had  full  power  to  prepare  and  negotiate 
with  the  company  a  new  franchise  upon  any  terms  and  conditions  which 
seemed  good  to  it,  subject  to  the  limitations  of  the  statute  by  which  it.  was 
created.  But  these  limitations,  though  few,  were  extremely  important. 
The  act  provided  that  when  the  new  franchise  was  perfected,  it  should  remain 
in  effect  for  a  period  of  36  years,  cancelling  and  replacing  all  other  contracts 
between  the  City  of  Montreal  and  the  Montreal  Tramways  Company  for 
similar  objects  and  relating  to  the  same  territory.  It  also  provided  that 
at  the  expiration  of  the  franchise,  or  at  the  end  of  any  subsequent  period  of 
five  years,  the  City  should  have  the  right  to  appropriate  for  itself  the  com- 
pany's railway  by  paying  its  value  as  fixed  by  arbitrators,  plus  a  bonus  of 
10%.  The  act  made  no  provision  for  the  outside  municipalities  which  lie 
within  the  metropolitan  area  and  which  are  served  by  the  Tramways  Com- 
pany. 

The  first  of  these  limitations  made  it  impossible  for  the  commission  to 
reserve  to  the  city  as  a  condition  of  the  franchise  the  right  to  discharge  the 
company  for  inefficiency  or  incompatibility.  If  a  street  railway  company 
be  regarded  as  a  servant  of  the  city  for  the  performance  of  certain  public 
functions  in  which  the  city  has  a  primary  and  controlling  interest,  the  right 
to  dismiss  the  servant  at  any  time  upon  equitable  terms  is  a  most  important, 
and  perhaps  an  essential,  means  of  inducing  on  the  servant's  part  the  proper 


spirit  of  deference  toward  the  principal.  The  statute  under  which  the 
Tramways  Commission  acted  not  only  prevented  the  commission  from 
establishing  the  relations  between  the  city  and  the  company  on  this  basis, 
but,  on  the  contrary,  definitely  placed  the  company  in  the  position  of  having 
an  assured  franchise  for  a  period  of  36  years.  The  company,  in  such  a 
position,  is  quite  likely  to  assume  an  attitude  of  independence  and  to  forget 
to  recognize  and  keep  "its  place"  as  a  servant  of  the  community.  The  act 
did  not  even  provide  for  the  forfeiture  of  the  grant  for  non-compliance  with 
its  terms. 

The  provision  of  the  act  prescribing  arbitration  at  the  expiration  of  the 
franchise,  as  the  means  of  fixing  the  value  of  the  property  for  purchase, 
made  it  impossible  for  the  commission  to  fix  the  purchase  price  at  the  present 
time.  This  prevented  the  commission  from  adopting  fully  and  definitely 
the  principle  that  the  investment  should  be  non-speculative.  It  also  pre- 
vented the  commission  from  taking  effective  steps  for  the  amortization  of 
a  portion  of  the  capital  value  out  of  earnings  and  for  a  gradual  reduction 
in  this  way  of  the  ultimate  purchase  price.  The  commission  proposed  a 
provision  ol  this  nature,  which  would  have  been  effective  if  accepted  by  the 
company  and  ratified  by  the  Legislature,  but  the  company  preferred  to  stand 
upon  its  rights  under  the  statute  and  to  keep  the  chance  of  reaping  a  speculat- 
ive profit  at  the  expiration  of  the  grant  through  the  unearned  increment. 
It  is  not  certain  that  the  city  will  have  to  pay  more  for  the  property  in  1953 
than  the  capital  value  on  the  established  basis  plus  the  new  money  put  into 
extensions  and  betterments.  It  may  have  to  pay  less,  but  manifestly  the 
company  was  of  the  opinion  that  the  City  would  have  to  pay  more.  One 
of  the  greatest  practical  obstacles  in  the  way  of  effecting  municipal  ownership 
of  a  public  utility  at  a  given  time  is  uncertainty  as  to  the  amount  that  will 
have  to.  be  paid  for  the  property  in  case  of  purchase.  Unless  the  price 
is  fixed  in  the  contract,  this  uncertainty  cannot  ordinarily  be  done  away 
with  except  after  the  expenditure  of  considerable  money  and  the  completion 
of  long  negotiations.  Indeed,  in  some  cases,  the  City  is  compelled  to  decide 
whether  or  not  it  will  purchase  before  the  purchase  price  can  be  fixed.  To 
have  the  purchase  price  written  into  the  franchise  so  that  at  all  times  the 
City  understands  exactly  what  it  will  have  to  pay  and  the  terms  and  condi- 
tions under  which  it  may  acquire  a  public  utility  property  is,  therefore, 
an  advantage  of  extreme  importance  from  the  point  of  view  of  possible 
municipalization.  Also  one  of  the  most  serious  obstacles  to  the  extension 
of  municipal  ownership  is  the  financial  difficulty  encountered  by  a  city  in 
raising  sufficient  funds  to  make  full  payment  in  cash  at  the  time  of  purchase 
of  a  great  utility  like  a  street  railway  system.  From  this  point  of  view,  the 
establishment  of  an  amortization  fund  for  the  gradual  reduction  of  the 
purchase  price  is  very  important,  especially  so  where  the  original  valuation, 
recognized  in  the  contract,  is  in  any  way  excessive  through  the  inclusion 
of  intangible  values,  or  overhead  charges  not  fully  reflected  in  the  permanent 
value  of  the  physical  property. 

The  act  establishing  the  Tramways  Commission  cancelled  the  City 
of  Montreal's  option  to  purchase  the  company's  property  within  the  old 
city  limits  at  the  expiration  of  the  old  contract  in  1922  and  gave  the  City 
a  new  option  effective  31  years  later.  This  alone  would  mark  the  act  as 
distinctly   hostile   to   municipalization.     The   Tramways   Commission   was 


seriously  hampered  in  the  preparation  of  a  model  franchise  in  all  those 
matters  which  have  a  vital  bearing  upon  the  policy  of  ultimate  municipal 
ownership.  In  this  respect  the  statute  was  extremely  reactionary.  As 
long  ago  as  1007,  the  National  Civic  Federation  Commission  on  Public 
Ownership  and  Operation,  composed  of  twenty-one  distinguished  American 
citizens,  some  of  them  representing  the  companies,  some,  the  general  public 
and  some,  organized  labor,  reported  with  only  one  dissenting  vote  in  favor 
of  extending  to  municipalities  full  power  of  home  rule  with  respect  to  municipal 
ownership  and  operation  of  public  utilities.  It  has  long  been  recognized 
by  students  of  the  public  utility  problem  that,  even  if  the  policy  of  municipal 
ownership  is  not  to  be  put  into  actual  use  except  in  extreme  cases,  still  the 
possession  by  the  cities  of  full  powers,  and  of  effective  means  of  exercising 
them,  is  a  most  important  means  of  insuring  good  service  and  reasonable 
rates  from  private  companies. 

With  the  scope  of  its  work  circumscribed  by  the  statute  as  I  have  in- 
dicated, the  task  of  the  Montreal  Tramways  Commission  was  limited  to 
the  devising  of  a  franchise  contract  that  would  be  effective  in  securing  to 
the  people  of  Montreal  a  satisfactor}^  street  railway  service  under  private 
ownership  and  management,  without  the  alternative  of  municipal  operation 
to  fall  back  on.  Though  driven  by  the  inevitable  logic  of  necessity  to  the 
conclusion  that  street  railway  transportation  is  a  public  business,  the  com- 
mission was  compelled  to  accept  private  operation  as  the  only  available 
means  by  which  this  function  could  be  carried  on.  Restated,  the  Com- 
mission's problem  was  to  devise  methods  by  which  a  private  corporation, 
secure  for  a  long  period  in  the  possession  of  a  public  function,  could  be 
compelled  or  induced  to  act  as  if  it  were  actuated  by  public,  rather  than 
by  private  motives.  This  is  a  point  of  great  importance  in  the  discussion 
of  the  new  tramways  contract  and  the  work  of  the  commission  in  preparing  it. 

Although  the  Commission  was  prevented  by  the  statute  from  fixing  the 
value  of  the  Tramways  property  as  a  basis  for  its  ultimate  acquisition  by 
the  City,  nevertheless,  it  was  free  to  fix  itr  ^alue  as  a  basis  for  determining 
rates  and  the  fair  return  to  be  allowed  to  trf%  company  from  year  to  year 
during  the  life  of  the  contract.  The  Fair  Franchise  League,  in  its  memorial 
to  the  Commission,  had  very  properly  insisted  upon  the  fundamental  im- 
portance of  a  valuation.  Also,  I  had  emphasized  this  point  in  my  talk 
before  the  Commission  and  in  the  memorandum  of  May  5,  1917.  In  the 
latter,  I  referred  to  the  cost-of-reproduction-less-depreciation  method  as 
the  one  most  commonly  used  by  engineers  in  making  a  valuation  of  a  street 
railway  or  other  public  utility  plant,  and  stated  that  "this  method  is  theo- 
retical and  may  bring  fantastic  results  unless  it  is  applied  with  common 
"sense  and  is  used  merely  as  a  device  to  assist  the  appraiser  in  reaching  a 
"just  and  reasonable  conclusion".  A  little  further  on  I  used  the  following 
language:  "As  a  matter  of  fact,  the  final  valuation  of  the  existing  property, 
"to  be  established  and  recognized  as  the  initial  capital  value  in  a  new  franchise 
"contract  of  the  importance  of  the  one  here  under  discussion,  should  be 
"arrived  at  with  the  help  of  all  data — engineering,  accounting  and  legal — ■ 
"that  may  be  available  for  throwing  light  upon  the  fair  present  value  of  the 
"property  devoted  to  the  public  service.  This  means  in  the  present  Montreal 
"case,  not  only  that  the  commission  should  secure  or  make  an  inventory  of 
"the  existing  property  and  employ  an  engineer  to  put  a  value  upon  it  on  the 


"ha- is  of  certain  prescribed  assumptions  and  rules  of  appraisal,  but  also  that 
"the  Commission  should  call  upon  the  company ,to  throw  its  books  open, 
"and  should  employ  the  necessary  accountants  to  build  up  a  complete 
"financial  history  of  the  company's  investment.  Naturally,  the  estimated 
"cost  of  replacing  the  property  in  its  present  condition,  if  the  estimate  is 
'■carefully  and  properly  made  will  be  an  element  of  great  weight  in  the  de- 
"termination  of  the  fair  present  value  to  be  recognized  in  the  franchise. 
'The  companv's  actual  investment  as  shown  by  its  financial  history  will  also 
"be  an  element  of  great  weight.  It  is  important,  therefore,  that  in  the 
"preparation  of  the  data  from  both  of  these  sources,  the  employees  of  the 
"commission  should  proceed  along  clearly  defined  and  well  understood 
"lines,"  The  commission  was  required  by  the  statute  creating  it,  to  "proceed 
"with  all  possible  diligence"  to  carry  out  the  objects  for  which  it  was  consti- 
tuted, but  no  specific  limit  of  time  was  put  upon  its  deliberations.  It  was 
also  "authorized  to  employ  experts  and  any  other  persons"  whose  services 
it  might  deem  "necessary  or  useful." 

It  recognized  that  a  valuation  would  be  necessary,  and  by  resolutions 
adopted  June  12  and  July  6,  1917,  instructed  its  technical  adviser,  Dr.  L.  A. 
Herdt,  an  electrical  engineer,  to  appraise  all  of  the  company's  physical 
property  as  of  June  30,  1917,  with  the  exception  of  land  and  buildings. 
Dr.  Herdt  was  given  a  very  short  time  within  which  to  do  the  work.  He 
made  what  is  commonly  known  as  a  "quick  appraisal"  and  submitted  his 
report  to  the  commission  under  date  of  August  31,  1917.  The  valuation 
of  the  land  and  buildings  was  made  by  Messrs.  Douglas  W.  Ogilvie  and  A.  H. 
Lapierre.  I  am  not  informed  as  to  the  exact  length  of  time  taken  by  them, 
but  on  October  4,  1917,  Dr.  Herdt  submitted  to  the  commission  a  statement 
based  upon  their  valuation  of  land  and  buildings  and  his  own  report  of 
August  31,  in  which  he  brought  the  elements  of  value  together,  added  certain 
overhead  percentages  and  gave  as  the  final  figures  of  "reproduction  cost" 
and  "present  value"  of  the  entire  property  $37,321,065  and  $33,025,480 
respectively.  I  have  not  seen  the  instructions  which  the  commission  gave 
to  its  appraisers,  nor  have  I  had  an  opportunity  to  analyze  their  reports  in 
detail.  When  I  was  in  Montreal  in  December,  I  was  accorded  the  privilege 
of  glancing  at  a  copy  of  Dr.  Herdt's  valuation  report  and  had  brief  con- 
versations with  him  and  his  chief  assistant  with  respect  to  the  rules  followed 
in  its  preparation.  I  was  informed  that  they  had  been  given  every  facility 
by  the  Tramways  Company  to  examine  its  inventory  records  and  its  record 
of  costs  with  respect  to  recent  investments.  I  am  satisfied  that  Dr.  Herdt 
performed  his  work  intelligently  and  conscientiously,  but  it  was  undoubtedly 
done  under  very  high  pressure.  I  had  no  conference  with  the  gentlemen  who 
appraised  the  land  and  buildings,  and'  have  no  knowledge  of  the  methods 
they  pursued. 

A-  I  understand  the  facts,  the  commission  did  not  engage  accountants 
to  examine  the  company's  books  for  the  purpose  of  determining,  if  practicable, 
the  actual  investment  cost  of  the  property.  As  a  result,  it  had  no  data 
upon  which  to  base  its  final  determination  of  capital  value,  except  the  ap- 
praisal above  referred  to  and  the  amount  of  the  company's  stocks  and  bonds 
out  standing.  The  final  figure  adopted  by  the  commission  as  the  recognized 
value  of  the  property  on  December  31,  1917,  exclusive  of  "working  capital" 

$6,286,295.  This,  it  will  be  seen,  is  $3,260,815  more  than  the  present 
value  attributed  to  the  property  in  Dr.  Herdt's  final  report  cf  October  4, 


1917,  ami  only  $1,034,770  less  than  his  reproduction-cost-new  figure.  1  have 
been  informed  that  the  figure  $1,034,770  represents  equipment  on  order 
June  30,  1917  and  included  in  Dr.  Herdt's  appraisal,  which  had  not  actually 
been  delivered  and  placed  in  service  on  that  date.  It  appears  that  the 
Tramways  Commission  insisted  on  deducting  this  amount  from  the  re- 
production-cost-new and  as  a  compromise  in  the  matter  of  depreciation 
required  the  company  to  'throw  in'  additions  and  betterments  made  during 
the  six  months  period  between  June  30,  1917  and  December  31,  1917.  The 
amount  thus  thrown  in  includes,  I  am  informed,  the  sum  of  $896,848  re- 
presenting car  equipment  delivered  during  that  time  and  being  all  but 
$137,922  of  the  item  of  $1,034,770  above  mentioned.  The  net  result,  there- 
fore, was  the  equivalent  of  the  deduction  of  $896,848  for  depreciation  from 
the  reproduction-cost-new.  The  contract  left  the  matter  of  working  capital 
open  to  be  determined  by  the  permanent  commission  which,  it  appears, 
later  fixed  the  amount  at  $914,349.47.  This  was  further  increased  by  the 
Quebec  Public  Utilities  Commission  in  its  decision  of  September  20,  1918, 
to  $1,550,000.  This  has  the  effect  of  establishing  the  capital  value  under 
the  contract  at  $37,836,295  plus  the  net  cost  of  additions  and  betterments 
made  or  to  be  made  subsequent  to  January  1,  1918.  This  additional  cost 
will  include  the  $137,922  above  referred  to  for  car  equipment  ordered  prior 
to  June  30,  1917  and  included  in  Dr.  Herdt's  original  appraisal  but  not 
delivered  until  after  December  31,  1917.  It  will  also  include  the  cost  of  the 
extensions  which  under  the  terms  of  the  contract  were  to  be  constructed 
during  1918  and  ail  other  additions  and  betterments  to  the  property  made 
from  time  to  time  less  the  retirements  on  account  of  the  sale  of  unused  real 
estate  and  any  other  deductions  from  capital  account  made  under  the  terms 
of  the  contract. 

My  opportunities  for  analyzing  and  checking  the  methods  by  which 
the  final  result  was  reached  have  been  meager,  but  the  data  which  I  have 
and  a  comparison  with  street  railway  appraisals  in  certain  large  American 
cities  lead  me  to  think  that  the  capital  value  fixed  under  the  Montreal  Tram- 
ways contract  is  several  million  dollars  too  high.  The  overhead  charges 
in  the  final  Herdt  appraisal  of  the  entire  property,  exclusive  of  working  capital, 
amount  to  S8, 242, 679  or  28.3%  of  the  base  cost  of  reproduction  new.  The 
overhead  items  are  the  following: — 

Engineering  and  superintendence $    777,880. 

Contingencies > 1,096,245. 

Interest  during  construction 3,339,493. 

Injuries  and  damages  during  construction 264,538. 

Legal  expenses,  insurance,  taxes  during  construction,  administration, 

preliminary  expenses,  financing,  organization  expenses,  etc 2,764,523. 


$8,242,679. 


This  is  too  much  for  the  general  overhead  expenses,  especially  as  liberal 
direct  overhead  allowances  were  made  in  the  unit  prices  of  material  and  labor. 
Fifteen  per  cent  for  general  overhead  should  be  sufficient.  This  would 
reduce  the  total  nearly  $4,000,000. 

An  item  of  more  than  81,000,000,  was  allowed  on  the  present  value 
of  the  land  and  rights  of  way  for  interest  during  construction.  A  similar 
item  was  expressly  ruled  out  by  the  United  States  Supreme  Court  in  the 


Minnesota  Rate  Cases,  where  it  was  held  that  a  value 

^vouuilh?!lnnr^  ef  resR°*ding  to  the. value  ?f  a  liks  amount  of  adjacent  property 
""!      ,  u  hly  '*£  to  the  c1omPaaies  without  the  addition  of  percentages  for 

»       tlffl    5el?  -the    reproduction-cost    method    of    valuation   is    used,    this 
modification  ot  it  is  necessary  to  prevent  fantastic  results.     If  the  company 
nr,  n.v  va,    nVOd^he  Pf68611.*  .value  of  the  land,  based  upon  that  of  adjoining 
^    n  Hi  >r        ,    t]!e  ongin1al  cost'  then  surely  ^  is  to  he  presumed  that  the 

;1PPitciauon  m  the  land  value  has  absorbed  all  the  carrying  charges  during  the 
unpiociuctive  period,  the  same  as  in  any  other  real  estate  speculation.  The 
sanie  reasoning  applies  to  the  general  overhead  percentages  allowed  by  Dr.  Herdt 
on  the  entire  property  so  far  as  they  relate  to  land.  Indeed,  in  my  own  opinion, 
the  value  of  a  tramway  right  of  way  for  rate  purposes  ought  to  be  measured  by  its 
actual  cost,  rather  than  by  an  assumed  reproduction  cost  based  upon  the  present 
value  of  adjoining  lands.  Where  actual  cost  is  used,  it  should  of  course  include 
actual  overhead  expenses,  such  as  interest  during  construction.  But  there  is 
judicial  authority  for  ths  adoption  of  the  present  value  of  adjoining  lands  as  a 
basis  for  determining  the  value  of  railroad  rights  of  way  in  a  rate  case,  and  there- 
fore the  Montreal  appraisers  could  cite  precedents  for  their  action  in  following 
this  method  in  the  Tramways  valuation.  I  have  no  acquaintance  with  the 
lands  owned  by  the  Montreal  Tramways  Company,  but  I  note  that  the  value 
ascribed  to  land  and  rights  of  way  was  22.85%  of  the  total  reproduction-cost 
estimate,  and  25.82%  of  present  value.  This  is  very  high  as  compared  with 
the  usual  proportion  of  the  total  value  of  a  street  railway  property  ascribed  to 
land. 

Another  item  that  swells  the  Montreal  total  is  the  value  of  the  cars  and 
their  equipment,  which  constitutes  an  unusual  proportion  of  the  whole 
and  represents  an  extraordinarily  high  investment  in  equipment  per  mile  of 
track.  I  have  no  data  for  checking  this  item,  but  my  casual  observation  of 
the  cars  operating  in  the  central  district  of  Montreal  leads  me  to  believe 
that  the  company's  rolling  stock  is  exceptionally  good. 

The  allowance  for  working  capital  which  has  finally  got  into  the  capital 
value  by  decisions  of  the  permanent  Tramways  Commission  and  the  Quebec 
Public  Utilities  Commission  has  the  appearance  of  being  excessive.  The 
8635,652  added  by  the  Utilities  Commission  represents  operating  deficits 
between  the  date  of  the  contract  and  the  time  when  the  new  rates  went 
into  effect.  The  permanent  capitalization  of  operating  expenses  is  always 
indefensible.  It  appears  that  the  item  of  $914,348.47  allowed  by  the  per- 
manent Tramwa3's  Commission  is  made  up  of  book  items  supplied  by  the 
company  and  not  checked  by  any  inventory  of  supplies  and  materials  actually 
in  stock. 

The  final  result  is  a  recognized  capital  value  of  $159,800  per  mile  of 
track  for  the  236.77  miles  (on  the  single-track  basis)  which,  as  I  am  informed, 
constituted  the  company's  entire  system  in  1917.  This  seems  very  high, 
but  a  comparison  of  the  valuation  of  different  street  railway  systems  on  the 
mileage  basis  is  apt  to  be  misleading.  A  better  comparison  is  with  respect 
to  relative  investments  per  revenue  passenger.  In  this  connection  I  have 
prepared  a  little  table  based  upon  the  traffic,  revenues  and  recognized  capital 
value  of  the  Chicago,  Cleveland,  Kansas  City  and  Montreal  street  railway 
stems.     It  is  as  follows: — 
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The  very  small  amount  of  capital  investment  per  revenue  passenger, 
the  high  ratio  which  gross  earnings  bear  to  capital  value,  and  the  low  average 
earnings  per  revenue  passenger  in  Cleveland,  are  the  outstanding  features 
of  this  table.  It  appears  that  the  Montreal  capital  value,  in  proportion  to 
gross  earnings,  is  much  higher  than  the  Cleveland  capital  value,  even  though 
the  Cleveland  rates  in  1917  were  nearly  twenty  per  cent  lower.  It  is  im- 
possible to  tell  just  what  effect  rates  have  upon  gross  earnings.  Cleveland, 
with  a  capital  value  almost  the  same  as  Kansas  City,  carried  more  than 
twice  as  many  revenue  passengers,  and  with  much  lower  rates  received 
thirty-seven  per  cent  more  revenue.  At  the  old  rates  Montreal  had  a  smaller 
percentage  of  gross  earnings  to  capital  value  than  any  one  of  the  other  cities, 
but  the  amount  of  capital  value  per  revenue  passenger  carried  in  a  year  was 
also  lower  than  in  Chicago  or  Kansas  City,  although  much  higher  than  in 
Cleveland.  It  is  notorious  that  the  Kansas  City  and  Chicago  values  include 
from  twenty  to  thirty  per  cent  of  dead  capital  representing  old  franchise 
value,  superseded  property,  etc.  Even  the  Cleveland  valuation  includes  a 
considerable  amount  of  dead  capital. 

Upon  the  basis  of  the  limited  information  which  I  have,  I  am  inclined 
to  think  that  the  capital  value  recognized  under  the  Montreal  contract 
is  six  or  seven  million  dollars  higher  than  it  should  have  been  on  the  basis 
of  an  appraisal  made  by  the  reproduction-cost-new-less-depreciation  method 
conservatively  applied.  How  it  compares  with  actual  cost  I  have  no  means 
of  knowing.  At  the  same  time,  any  criticism  of  the  figures  finally  agreed 
upon  must  be  tempered,  to  a  certain  extent,  by  consideration  of  the  high 
prices  now  prevailing  and  the  uncertainty  as  to  when,  if  ever,  prices  consider- 
ed normal  before  the  war  will  be  restored,  and  also  by  consideration  of  the 
fact  that  "franchise  value",  "going  concern"  and  "development  value", 
which  are  sometimes  responsible  for  millions  of  dollars  of  dead  capital, 
have  not  been  accorded  recognition  in  Montreal.  Nevertheless,  in  view 
of  the  extreme  importance  from  the  standpoint  of  the  public  of  great  con- 
servatism in  the  capitalization  and  recognized  capital  value  of  public  utilities, 
it  is  to  be  regretted  that  the  Montreal  Commission  was  unable  to  fix  a  lower 
figure  for  the  value  of  the  Tramways  property.  I  am  satisfied,  however, 
that  the  Montreal  contract  contains  more  effective  provisions  against  future 
inflation  of  capital  in  connection  with  rehabilitation,  renewals  and  extensions, 
than  are  contained  in  the  Chicago,  Cleveland  and  Kansas  City  street  railway 
settlements. 

Passing  from  the  matter  of  valuation,  we  have  to  consider  the  general 
structure  of  the  contract  and  the  means  devised  by  the  Tramways  Com- 
sion  to  insure  adequate  public  service  at  reasonable  cost.  We  may 
first  take  up  the  question  as  to  whether  or  not  the  contract  contains  sufficient 
guarantees  that  the  company  will  supply  additional  capital  from  time  to 
time  as  required  for  additions  and  extensions  to  the  property,  when  such 
additions  and  extensions  are  made  necessary  by  the  increasing  service  de- 
mands of  the  community  during  the  next  thirty-five  years. 

Under  the  terms  of  the  contract  no  expenditures  chargeable  to  capital 
can  be  made  without  the  approval  of  the  Tramways  Commission.  On  the 
contrary,  the  company  is  required  to  furnish  the  necessary  capital  for  additions 
and  extensions  which  may  be  ordered  by  the  commission,  subject  to  an  appeal, 
if  the  company  feels  aggrieved,  to  the  Quebec  Public  Utilities  Commission, 
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which  is  authorized  to  render  a  final  decision  and  take  whatever  steps  may 
be  necessary  to  enforce  its  orders,  or  those  of  the  Tramways  Commission. 
However,  the  contract  does  not  provide  any  specific  means  for  the  enforce- 
ment of  such  orders,  except  the  imposition  of  a  fine  of  not  exceeding  $40 
per  day  to  be  recovered  from  the  company  by  an  action  at  law  in  the  Recordei  8 
C  Jonrt.  It  is  obvious  that  this  fine,  amounting  to  a  maximum  of  $14,600  per 
annum  for  any  specific  delinquency  on  the  company's  part,  is  not  sufficient 
to  guarantee  the  company's  compliance  with  orders  of  the  commission  in- 
volving the  expenditure  of  large  sums  of  money  for  extensions  and  better- 
ments. If  rigidly  enforced,  this  provision  ought  to  be  sufficient  to  compel 
the  company  to  incur  expenditures  up  to  perhaps  $100,000  or  $200,000 
under  any  particular  order.  For  compliance  with  the  larger  capital  require- 
ments which  may  be  expected  to  accrue  from  time  to  time  during  the  period 
of  the  contract,  dependence  is  chierlly  placed  upon  the  inducements  to 
capital  expenditure  inherent  in  the  general  financial  plan  of  the  contract. 
The  company  is  allowed  to  earn  6%  per  annum  on  all  new  money  supplied 
by  it,  and  an  additional  1%  during  a  period  extending  5  years  beyond  the 
end  of  the  war  for  new  money  supplied  during  the  war  or  within  2  years 
after  its  close.  This  return  is  practically  guaranteed.  Obviously,  when  the 
company  can  borrow  three-quarters  of  the  money  required  at  a  rate  of  interest 
less  than  6%,  it  will  be  in  a  position  to  increase  the  dividends  on  the  stock 
representing  the  other  quarter  above  6%.  For  example,  if  three-quarters 
of  the  money  could  be  secured  at  5%,  the  return  on  the  other  quarter  would 
be  increased  to  9%.  Under  these  assumed  conditions,  therefore,  it  will 
be  to  the  company's  interest  to  comply  with  ail  orders  of  the  commission 
requiring  the  investment  of  additional  capital.  Indeed,  it  may  be  necessary 
for  the  commission  to  exercise  its  veto  power  to  prevent  the  company  from 
making  additions  and  extensions  that  are  premature  or  unduly  expensive. 
If  three-quarters  of  the  money  required  during  the  war  period  can  be  borrowed 
temporarily  at  6%,  obviously  the  compan3r,  being  allowed  7%  under  the 
contract,  will  have  a  similar  inducement  to  put  in  new  capital.  The  question 
remains  as  to  what  the  company's  attitude  will  be  when  it  is  compelled  to 
pay  out  in  interest  on  the  portion  of  the  new  money  to  be  secured  trom  loans 
the  full  rate  of  return  allowed  by  the  contract  on  new  investments.  For 
example,  if  the  money  market  is  in  such  condition  that  the  company  must 
pay  6%  on  capital  secured  through  loans,  it  wTill  have  left,  from  the  return 
upon  capital  allowed  under  the  contract,  only  an  amount  sufficient  to  pay 
6(  c  upon  the  portion  of  the  funds  secured  through  the  sale  of  stock,  and  in 
that  case  the  stock  would  have  no  advantage,  in  the  rate  of  return,  over  the 
bonds,  even  though  bond  interest  takes  precedence  over  dividends.  It 
must  be  said,  however,  that  under  this  contract  the  return  on  the  entire 
investment  up  to  6%  is  so  fully  assured  that  until  bond  interest  exceeds 
6%,  the  stock  with  a  6%  dividend  assured  is  an  almost  equally  good  invest- 
ment. Indeed,  the  device  of  the  operating  profit  by  which  the  company  is 
put  in  a  position  to  earn,  through  reasonable  economy  and  efficiency,  an 
additional  eighth  of  one  per  cent  upon  the  entire  capital  value,  would  give  the 
stock  under  the  conditions  just  assumed  a  chance  to  earn  an  additional  half 
per  cent  dividend.  This  wo  aid  supply  an  additional  inducement  to  the 
company  to  put  in  new  capital,  even  though  the  rate  of  interest  on  borrowed 
money  was  as  high  as  6%  in  normal  times  or  7%  during  the  war  period. 
But  the  Company's  present  financial  arrangements  are  based  upon  a  general 
mortgage  under  which  5%  bonds  are  issued  for  three-quarters  of  the  money 
required  for  investment  in  additions  and  betterments.     So  long  as  this  ar- 
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rangement  continues  the  company  will  be  selling  5%  bonds  in  the  market 
and  under  present  conditions  will  have  to  sell  them  at  a  discount.     To 
take  care  of  bond  discounts  and  the  expenses  entailed  in  the  issuance  of 
new  bonds  and  shares  of  stock  the  contract  allows  the  company  a  flat  annual 
sum  oi  8181,421  to  be  taken  out  of  gross  revenues.     This  allowance  is  not 
dependent  upon  the  amount  of  new  capital  supplied  by  the  company  in 
any  given  year,  nor  upon  the  amount  of  bond  discount  or  other  expenses  of 
financing  actually  incurred  during  any  given  year,  but  the  money  cannot 
be  spent  for  any  other  purpose.     If  not  spent  for  this  purpose  it  is  retained 
by  the  company  and  placed  in  a  fund  held  in  reserve  for  the  purpose  of 
heloing  out  the  cost  of  financing  in  subsequent  years.     At  the  end  of  the 
contract  any  balance  remaining  in  this  fund  will  belong  to  the  company  and 
may  be  distributed  to  the  stockholders.     By  this  device  the  bond  discount 
and  the  other  expenses  of  financing  are  liquidated  from  year  to  year  out  of 
earnings  and  do  not  become  a  capital  charge.     This  removes  the  principal 
difficulty  that  might  be  encountered  by  the  company  in  supplying  the  new 
capital  required  of  it  under  the  orders  of  the  commission  at  times  when  the 
money  market  is  unfavorable  and  the  rate  of  interest  high.    Of  course,  it  is, 
conceivable  that  the  cost  of  money  might  be  so  great  as  to  overcome  all  these 
inducements  and  make  it  disadvantageous  for  the  company  to  make  any  fur- 
ther investments  in  the  tramways  system.     It  is  to  be  remembered,  however, 
that  during  temporary  financial  stringencies  when  capital  is  scarce  and  rates 
of  interest  high,  it  is  to  the  advantage  of  the  public  that  the  program  of  tram- 
way extensions  and  betterments  should  be  as  conservative  as  possible;  for 
ultimately  the  public  has  to  pay  the  cost  of  the  money  invested  in  public 
utility  enterprises.     If  the  time  should  come  during  the  life  of  this  contract 
when  the  permanent  rate  of  interest  becomes  so  high  as  to  make  it  disad- 
vantageous for  the  Tramways  Company  to  supply  any  more  capital,  then 
the  basis  of  the  contract  will  have  to  be  altered  or  else  some  drastic  means 
will  have  to  be  provided  by  which  the  company  can  be  compelled  to  supply 
additional  funds  at  a  loss.     I  do  not  see,  however,  how  the  Tramways  Com- 
mission could  have  prudently  extended  any  more  liberal  financial  inducements 
to  the  company  in  this  contract,  and  I  have  no  fear  that  sufficient  funds  for 
necessary  additions  and  extensions  will  not  be  forthcoming  under  its  terms. 
My  only  fear  in  this  connection  is  that  under  normal  financial  conditions 
following  the  close  of  the  war  the  allowances  made  by  the  commission  may 
prove  to  have  been  unnecessarily  liberal  to  the  company.     The  contract 
limits  dividends  on  the  company's  stock  to  10%  per  annum,  but  does  not 
prevent  the  accumulation  of  surplus  profits  in  excess  of  10%  to  be  distributed 
to  the  shareholders  at  the  end  of  the  contract  period. 

* 

Another  provision  of  the  contract,  which  in  my  opinion  will  prove  to 
be  of  great  advantage  to  the  public  if  properly  administered,  requires  the 
company  to  make  use  of  the  several  funds  established  by  the  contract  to  the 
extent  that  the  commission  declares  these  funds  to  be  available  when  new 
money  is  required  for  additions,  betterments  and  extensions.  This  provision 
should  reduce  the  cost  of  financing  and  tend  to  remove  many  of  the  difficulties 
in  the  way  of  securing  new  capital  at  times  when  the  money  market  is  un- 
favorable. 

We  must  next  consider  the  question  as  to  whether  or  not  the  Tramways 
Commission  succeeded  in  devising  a  contract  that  will  give  the  public  reason- 
able assurance  of  good  service.     This  is  fundamental,  and  here  the  conflict 
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of  interests  between  the  stockholders  and  the  car  riders  is  normally  acute. 
Under  a  service-at-cost-plan,  however,  the  expenses  incident  to  improvements 
in  service  are  passed  on  to  the  car  riders  through  an  increase  in  fares  and  the 
stockholders  tend  to  be  indifferent,  as  their  return  is  the  same  whether  the 
service  is  good  or  bad.  The  Tramways  Commission  made  a  serious  effort 
to  secure  to  the  public  the  advantages  of  the  service-at-cost-plan,  without 
incurring  the  disadvantages  normally  flowing  from  the  relaxation  of  the 
company's  motive  for  economical  and  efficient  operation.  To  this  end  it 
modified  the  service-at-cost-plan  at  both  ends  of  the  line.  In  the  first  place, 
it  dul  not  take  away  entirely  the  company's  motive  for  economy  and  efficiency 
by  limiting  its  profits  to  a  rixed  rate,  no  more  and  no  less.  On  the  contrary, 
it  provided  that  20%  of  the  divisible  surplus  profits  should  be  retained  by 
the  company  in  addition  to  its  regular  rate  of  return  upon  capital  value. 
In  the  second  place,  it  established  a  direct  control  over  operating  expenses, 
coupled  with  a  penalty  device  which,  if  properly  administered,  will  undoubted- 
ly have  a  salutary  effect.  We  should  never  lose  sight  of  the  fact  that  "econ- 
omy" in  operation,  in  some  of  its  phases,  is  directly  opposed  to  the  interests 
of  the  public,  as  it  involves  an  unreasonable  curtailment  of  service.  The 
commission's  problem,  therefore,  was  to  secure  economy  in  those  branches 
of  operation  where  it  does  not  result  in  a  deterioration  of  service,  and  on  the 
other  hand  to  secure  to  the  public  sufficient  and  satisfactory  service,  even 
though  such  service  involves  additional  expense.  The  plan  adopted  imposes 
upon  the  permanent  Tramways  Commission  the  duty  of  establishing  an- 
nually an  operating  allowance  per  car  mile  and  penalizes  the  company  for 
over-running  this  allowance  unless  its  excess  expenditures  were  necessary 
in  rendering  the  character  of  service  which  the  orders  of  the  commission 
required.  Independent  of  these  devices  the  commission  is  given  full  theo- 
retical control  of  service.  It  would  be  foolish  to  expect  any  plan,  no  matter 
how  carefully  devised,  to  run  itself.  The  relations  between  the  Tramways 
Company  and  the  City  are  too  complex  to  be  operated  satisfactorily  on  the 
automatic  principle.  The  scheme  for  the  regulation  of  service  contained 
in  the  Montreal  contract  will,  in  my  opinion,  be  successful  if  the  Tramways 
Commission  acts  with  intelligence  and  firmness;  otherwise,  not.  There  is 
nothing  in  this  contract,  or  in  any  other  that  could  be  devised,  to  warrant 
the  people  or  their  representatives  in  going  to  sleep  on  the  job  and  leaving 
the  company  to  attend  to  the  public  business  without  supervision. 

We  now  have  to  consider  the  question  of  rates.  At  my  first  appearance 
before  the  commission,  as  the  representative  of  the  Fair  Franchise  League, 
I  strongly  advocated  the  adoption  of  a  new  theory  of  rates,  namely,  that  the 
financial  requirements  of  the  investment  and  of  service  should  first  be  defined 
and  determined  and  then  that  a  flexible  scheme  of  rates  should  be  adopted 
adequate  to  meet  these  requirements.  The  commission  adopted  this  view. 
It  represents  a  fundamental  change  from  the  old  contract  under  which  the 
rates  were  fixed,  the  investment  was  left  up  in  the  air,  service  was  unregulated 
and  the  company  was  permitted  to  make  and  keep  what  profit  it  could. 
It  is  obvious  that  the  full  cost  of  a  public  service  like  the  Tramway  service 
must,  in  the  long  run,  be  paid  by  those  who  make  use  of  it,  unless  the  enter- 
prise is  subsidized  out  of  the  public  treasury.  In  Montreal,  the  city  has 
been  accustomed  under  the  old  contract  to  receive  a  considerable  share  of 
the  gross  tramway  revenues  as  compensstion  for  the  use  of  the  streets.  I 
suggested  to  the  commission  that  under  the  service-at-cost  plan  any  such 
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contribution  to  the  city  treasury  would  directly  affect  the  rates  of  fare  paid 
by  the  car  riders.  The  commission,  nevertheless,  decided  that  under  all 
the  conditions  it  would  be  necessary  to  require  the  company  during  the 
period  of  the  new  contract  to  pay  the  sum  of  $500,000  a  year  to  the  City 
out  of  the  gross  earnings.  This  fact  must  not  be  forgotten  in  any  con- 
sideration of  the  rates  of  fare  which  the  people  are  required  to  pay.  The 
contract  leaves  it  to  the  permanent  commission  to  establish  the  particular 
schedule  of  fares  required  from  time  to  time  to  meet  the  financial  require- 
ments of  the  enterprise,  but  an  appeal  may  be  taken  from  its  decision  to  the 
Quebec  Utilities  Commission.  To  whatever  extent  the  valuation  adopted 
by  the  original  commission  is  excessive,  a  permanent  burden  during  the 
period  of  the  contract  is  laid  upon  the  fare  payers.  If  that  valuation  is 
$7, 000, 000  too  high,  it  means  the  payment  to  the  company  of  at  least  $-155,000 
a  year  more  than  would  otherwise  have  been  necessary.  Furthermore, 
attention  should  be  called  to  the  fact  that  the  payment  of  $500,000  a  year 
to  the  City  is  the  equivalent  of  the  return  upon  between  $7,000,000  and 
$8,000,000  of  capital  value.  If  the  statute  under  which  the  commission 
acted  had  left  it  free  to  fix  the  purchase  price  and  to  establish  an  amortization 
fund  for  the  gradual  reduction  of  this  price,  an  additional  burden  would 
have  been  thrown  upon  the  rates.  But  in  spite  of  the  limitations  of  the 
statute,  the  City  of  Montreal  under  the  present  contract  could,  if  it  chose, 
establish  a  purchase  fund  with  the  $500,000  a  year  which  will  be  paid  to  the 
City  out  of  gross  revenues  and  the  30%  of  the  divisible  surplus  which  will  also 
be  turned  into  the  city  treasury.  If  this  were  done  and  the  fund  properly 
invested  and  permitted  to  accumulate  until  1953,  the  City  would  probably 
have  at  that  time  more  than  enough  money  to  purchase  the  entire  tramways 
property. 

The  contract  does  not  contain  elaborate  provisions  with  respect  to  the 
company's  system  of  accounts  and  does  not  require  it  to  make  annual  reports 
to  the  City.  The  Commission  is  given  detailed  powers  of  supervision  over 
construction,  service  and  financial  transactions  and  is  authorized  to  examine 
any  of  the  company's  files  or  other  documents  and  to  audit  its  accounts. 
The  contract  might  properly  have  included  a  clause  specifically  authorizing 
the  commission  to  require  the  company  to  keep  its  traffic  and  other  records 
in  a  manner  deemed  most  convenient  for  the  use  of  the  commission  in  the 
exercise  of  its'  supervisory  functions,  but  I  have  no  doubt  that,  under  the 
powers  conferred  upon  it  by  the  contract,  the  Tramways  Commission  in 
cooperation  with  the  Quebec  Public  Utilities  Commission  can  effectively 
control  the  company's  accounts  and  records.  This  again  depends  entirely 
upon  the  intelligence  and  firmness  with  which  the  Tramways  Commission 
administers  its  functions  under  the  contract.  The  function  of  prescribing 
uniform  systems  of  accounts  for  the  several  classes  of  public  utilities  and  of 
requiring  them  to  make  detailed  annual  reports  is  a  function  that  is  or  ought 
to  be  performed  by  the  Utilities  Commission. 

In  conclusion  I  wish  to  congratulate  the  Fair  Franchise  League  upon 
its  contribution  to  the  solution  of  the  tramways  problem  in  Montreal.  Many 
of  the  fundamental  principles  which  it  advocated  prior  to  the  appointment 
of  the  Tramways  Commission,  and  afterwards  brought  to  the  commission's 
attention,  have  been  incorporated  in  the  new  contract.  It  is  to  be  regretted 
that  in  a  matter  involving  so  great  a  sum  of  money,  the  commission  did  not 
avail  itself  of  all  possible  facilities  for  determining  the  fair  value  of  the  pro- 
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perty  devoted  by  the  Tramways  Company  to  the  public  service;  for  I  believe" 

that  if  it  hail  done  so  it  would  have  been  able  to  fix  the  capital  value  at  a 
figure  several  million  dollars  lower  t  han  the  figure  finally  adopted.  Although 
the  statute  under  which  the  commission  acted  made  no  provision  for  the 
outside  municipalities,  the  commission  realized  that  the  Montreal  transit 
system  must  be  treated  as  a  unit  and  prepared  the  contract  on  this  basis. 
This  action,  transcending  the  limits  of  its  statutory  powers,  was  subsequently 
validated  by  the  legislature  by  the  ratification  of  the  contract  itself.  It  is 
to  be  regretted  that  the  commission  did  not  see  its  way  clear  to  follow  a 
similar  course  with  respect  to  the  other  limitations  prescribed  by  the  statute 
to  which  I  called  attention  at  the  beginning  of  this  report;  for  with  these 
limitations  removed  it  would  have  been  in  a  position  to  adopt  the  most 
effective  means  for  commanding  the  company's  continuous  cooperation 
during  the  life  of  the  contract  in  the  development  of  its  service  as  a  public 
utility,  and  also  for  making  the  most  effective  preparation  for  ultimate 
municipal  ownership. 

Respectfully  submitted, 

Delos  F.  Wilcox, 
Consulting  Franchise  and  Public  Utility  Expert. 


